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A Look at Our Federal Revenue System 


Flaw Seen in Dependence on Income Tax As Main Revenue Source 


by Roswetu Maci11, President, The Tax Foundation 


Te have become the major factor in almost any design for living, whether family or business. 
The Revenue Act of 1954 did not change the pattern materially, although it did make life for 
taxpayers a little easier. The general structure of the Federal tax system was not altered at all. The 
rates were not lowered nor were the exemptions raised. But the deductions were enlarged and 


eased a little, and the general climate of the 
Act was improved. 


Business was encouraged a little to buy new ma- 
chinery. Individuals were encouraged a little to buy 
corporate stock. Corporations can now merge or split 
up with a little more assurance of the end result. The 
whole Internal Revenue Code was rewritten, a tre- 
mendous job that any expert would say was impos- 
sible. 


Such an enormous piece of work having been done, 
citizens, officials, and various governmental bodies’ 
staffs can be pardoned for hoping that they need con- 
sider no more fiscal problems for a long while. For 
all their pervasiveness, fiscal problems arouse little 
warmth of interest. But yet, even had there been no 
Congressional election, there would have had to be 
a Technical Changes Act of 1955, to correct some of 
the errors and to pick up some of the threads left 
loose by the 1954 revision. 


During the 1954 election campaign there was 
strong advocacy of increasing individual income tax 
exemptions and of eliminating more excise taxes. 


There is still present the issues of whether Federal 
expenditures can and should be reduced or increased. 
So long as the Federal budget is a $60 billion affair, 
revenue and expenditure problems will rank with 
national defense and foreign affairs in current politi- 
cal discussions. 


Revenue System's Main Purpose 


It may be asked: what are the main purposes of 
our Federal revenue system anyway? One major 
purpose, of course, is to raise money, a great deal of 
money. Many, including myself, believe that if the 
revenue system does that one job fairly and well, it 
has accomplished its principal end. Indeed, some of 
us believe that it is good governmental philosophy 
not to use the tax system to accomplish ends unre- 
lated to raising revenue. 


Another purpose which can be accomplished by 
a tax system is to redistribute income and wealth 
somewhat differently than it is distributed in the 
market place. Taxes levied at uniform rates, i.e., 
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property and sales taxes, leave us all poorer, but the 
relative proportions of an individual's property 
holdings or wealth remain substantially the same. 


On the other hand, a tax levied at rates that in- 
crease progressively as income increases, operates to 
redistribute income. The present Federal income tax 
takes 20 percent, or one-fifth, of taxable income at 
the bottom of the scale; 91 percent, or over nine- 
tenths, of the taxable income at the top of the scale. 


Thus, while one person may pay the U. S. Treasury 

two-thirds of his income in taxes and have one-third 

left to spend, his neighbor may pay the Treasury one- 
third and have two-thirds left to spend. 


A more graphic statement of the same point is that 
a steeply progressive income tax is a great leveller. 


to redistribute incomes differently from the distribu- 
tion of the market place. Progressive surtax rates 


accomplish that result. 


There are many other possible purposes of a tax 
system, but I shall mention only one, usually stated 
in a negative form. Taxes should not be so imposed 
as to hinder or block normal business transactions. 
Tax provisions that prevent such transactions from 
taking normal forms, or that hinder the growth and 
development of business, whether new or old, are 
short-sighted and undesirable. 


Business, Individuals Unshackled 


Now, the announced aim of the new Code was this 
third purpose: to unshackle business and individuals 
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Whatever may be the judgment of business or the 
market place of the relative contributions of the dif- 
ferent earning members of society, a steeply progres- 
sive income tax tends to level them off. Considerable 
differences still exist, of course, even under the cur- 
rent highly progressive surtax scale, but the differ- 
ences are much less than they would be if there were 
no income tax, or it were levied at uniform rates. 


Effect of Progressive Surtaxes 


Thus, one effect of progressive surtaxes is to sub- 
stitute a Congressional judgment of men’s worth for 
business judgments. That Congressional judgment 
can, of course, be changed from year to year; and 
has, in fact, often been changed — for there is no 
scientific way to construct progressive surtax rates. 


During every political campaign, some candidate 
makes the point that the poor are being taxed too 
much, and the wealthy are not being taxed enough; 
that the tax system should be altered to shift more of 
the tax burden to persons with large incomes. Here, 
then, is a second possible purpose of a tax system: 
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so that they could move forward more freely. The 
Code made a myriad of small changes in the revenue 
law with the general aim of easing some of the strains 
of the revenue harness with which the very heavy gov- 
ernmental load is drawn. Two of the main changes 
were the limited tax credit on account of dividend 
distributions; and the liberalization of the deprecia- 
tion deduction. The dividend credit does not elimi- 
nate entirely the double tax on corporate dividends, 
as England does; it is a much more restricted credit 
than Canada allows. But it does make the purchase 
of corporate stock a little more attractive; and that 
ought to make equity financing of new corporations 
a little easier. Similarly, the depreciation provisions 
were eased a little, so that, first, more of the cost of 
a new machine can be deducted in the earlier part of 
its life when depreciation is really heaviest; and, 
second, the taxpayer has more latitude as to the de- 
preciation method he will use. 


The new Code made no changes in the tax system 
so far as the production of revenue or the redistribu- 
tion of income is concerned. In the months ahead, 
the relative importance of those two purposes will 
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be a significant issue. The Budget Director has re- 
cently announced that the 1955 budget expenditures 
will exceed 1955 revenues by about $4.5 billion. It 
has been officially estimated that the budget for fiscal 
1956 will show a deficit of $2.4 billion. 


Notwithstanding $7.4 billion of tax reduction in 
1954, the Federal government will collect about $18 
billion more in fiscal 1955 than it did in 1948. Taxes 
are very high. They absorb a large percentage of the 
national product, more than some economists believe 
citizens will endure for any length of time. From 
recent experience itis known that, unless expendi- 
tures can be cut, the alternative to taxes that will pay 
for them is debt and more debt, followed by inflation 
and the diminishing dollar. The one safe way, then, 
to steer the nation’s fiscal boat between the Scylla of 
inflation and the Charybdis of high taxes is to trim 
expenditures. Can that be done? 


Conflict Between Main Purposes 


The Committee on Federal Tax Policy in the 
Spring of 1954 published an exhaustive analysis to 
show that $8 billion could be cut from the Federal 
budget by abandoning some activities that need not 
be performed at all; and by transferring to the states 
and to private enterprise some of the activities that 
the states and private enterprise can perform better 
than the national government. 


This is not a give-away program, but a program of 
efficiency and economy in government. A start has 
been made on the transformation, and more can and 
should be accomplished after the existing Commis- 
sion on Inter-governmental Relations makes its re- 
port. Of course, if the states and localities are given 
more functions to perform, they must be given ade- 
quate tax sources to enable them to carry out such 
tasks. The states can be aided to that end, and the 
citizen aided, too, by a swap of tax sources between 
the states and the Federal government. The citizen 
has been increasingly plagued by the duplication by 
the Federal government of state tax levies, and vice 
versa. Some taxes can be better collected by the 
states, some by the Federal government. Duplication 
and overlapping is wasteful] and vexing. 


Even if Federal expenditures can be brought down 
to $60 billion, or better still to $55 billion, we still 


have the problems posed at the beginning of this 
article. 


If an important purpose of the Federal tax system 
is to redistribute income, then the structure of the 
current system should be maintained. If the exemp- 
tions were raised, as has been advocated, the number 
of citizens subject to the income tax would be 
reduced; and in that sense the effect of the tax in 
redistributing income would be somewhat accentu- 
ated, since its impact would strike fewer people. 


Further, the conflict between the two main pur- 
poses of taxation would be more evident, since a 
principal effect of increasing exemptions would be 
a large loss of revenue, which, in the present state of 
the budget, would have to be made up in some other 
way. It could hardly be made up simply by an in- 
crease in surtaxes, since only a small fraction of total 
income tax revenue is collected from the upper 
brackets. The bulk of all income tax revenue is col- 
lected from the first taxable income tax bracket. 
Raising the upper bracket rates has not been sug- 
gested recently, doubtless because those rates are al- 
ready so high. In other words, the purpose of redis- 
tributing income is pretty completely served by the 
income tax as it now stands. An increase in exemp- 
tions would further accentuate that purpose, at the 
same time that it would flout the other chief purpose 
of a tax system, the raising of revenue. 


Wise To Supplement Income Tax 


On the other hand, if the primary purpose of the 
tax system is to raise revenue fairly and wisely, our 
Federal taxes need fundamental revision of another 
sort. At the present time, income taxes supply about 
81 percent of total Federal tax revenue. Excises ac- 
count for some 16 percent. The remaining 3 percent 
comes from employment, estate and gift taxes, and 
customs. Now the income tax is a very good tax; and 
during war periods and periods of national pros- 
perity, it produces very well. Income tax yield is 
bound to fluctuate however with the ups and downs of 
national income. Estimated budget receipts for fiscal 
1955 were reported recently to be $3.6 billion less 
than were estimated last January, largely because 
of the mild recession through which the country 
passed; the anticipated budget deficit increased ac- 
cordingly. The Federal government would be better 
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of the capital so that the price of a mere shift in in- 
vestments is a loss of 25 percent of savings often 
accumulated with great difficulty. 


off if less complete reliance were placed upon this 
one tax. 


Would it not be better to rely more than we do 
upon a general excise tax? Canada has had many 
years of successful experience with such a tax and 
now collects 26 percent of total revenues from ex- 
cises. Such a uniform tax of general application is 
certainly simpler to collect than the income tax with 
all its myriad variations. No one would advocate that 
the Federal government should cease the imposition 
of an income tax. But it would be wise to supple- 
ment it with another form, so that the income tax is 
not the sole dependence in times of stress. 


Greater Stability Can Be Given 


Finally, income tax rate adjustments are required, 
as soon as budget expenditures can be reduced 
enough to make rate reductions possible. The cor- 
porate rate of 52 percent has been retained until 
April 1, 1955 when it is due to go down to 47 per- 
cent. It would be a real accomplishment for Con- 
gress so to revise the expenditure budget downwards 
that the reduction in rates could actually be put into 
effect, and the budget nevertheless kept in balance. 
It would be an even more notable achievement if all 
individual surtax rates could be lowered with a ceil- 
ing rate of 50 percent. Another desirable move would 
be to extend to conversions of investment assets from 
one security to another the treatment now granted in 
the law to the sale of one residence and the purchase 
of another. It is inequitable to tax away a good part 


In the course of wholesale revision of the revenue 
laws, Congress eased the burden of the income tax 
by many special deduction provisions. Congress did 
not change the composition of the Federal tax sys- 
tem, nor reduce rates. It had no time for the first 
job; and until expenditures are reduced, no revenue 
can be spared for the latter. But expenditures can 
still be reduced, and if they are, other long-sought 
goals can be attained. The tax system can be given 
greater stability by substituting general excise for 
the special selective sales taxes now imposed. Con- 
gress can return to individuals and business the great 
privilege of freedom to save or to spend at least half 
of what they earn. Finally, capital transactions can 
be made more possible than they are now, certainly 
to the advantage of the economy and probably with 
no loss of revenue. 


I believe that the people have a great interest in a 
sound dollar, reduced Federal expenditures, and a 
balanced budget. Congress can win wide popular 
support by continuing to reduce the size and cost of 
government. A $55 billion budget for fiscal 1956 
beginning next July 1, is not impossible. If Federal 
spending can be reduced to that level, there is a good 
chance for further tax reforms in 1955 or in 1956. 
Business would then have more incentive to move 
forward and individuals more freedom to enjoy what 
they produce. Both ends are essential in a free enter- 
prise economy. 
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